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Price, Profit and Return on Invested Capital
By Harold D. Force

There commonly arises a confusion in the minds of the public,
of business men and accountants, with regard to the principles
underlying commercial price-making and its relationship to profit
making. Nor is the distinction between the latter and the
return upon invested capital always understood. The impor
tance of an understanding of these subjects plays so considerable
a part in the success of business men and corporations, I have
undertaken to present an interpretation of them, both from their
theoretical and economic as well as from their practical stand
points. Even though one can present only a series of generalities,
yet if the principles upon which all action should be taken are
brought out sufficiently clearly, experience has proven that such
generalities are worth making.
Commercial price-making, or, to be more accurate, price-get
ting, is part of the wider problem of the investment of one’s
capital and services, or of either of these, in a commercial enter
prise in order that the greatest return may be had in profits and
interest upon the investment. The problem involves the entire
field of economics, which has been defined as “the science that
treats of phenomena from the standpoint of price.” Out of price
come wages for the laborer, rent or interest for the capitalist and
profit for the individuals conducting successful enterprises.
All commercial corporations, legally conducted, and subject
only to laws in restraint of monopolies and control of prices,
are free to make unlimited profits, distribute them in the form
of dividends and accumulate them in the form of surplus, when
they become new capital, distributable in the form of stock
dividends if profits are to become permanent capital. Our
national banking laws and the laws of many foreign countries
require the accumulation of surplus profits up to at least a fixed
percentage of the original invested capital. Stated in another
way, and subject to the free play of economic laws, a corporation
has the same right to benefit society in general by freely acquiring
wealth and influence in a legal manner as has the individual.
It has even greater opportunity, through its wider employment
of labor and stimulation of dependent and related enterprises,
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to be of the greatest good to the greatest number. In the United
States at the present time corporate profits are the least taxed
form of wealth accumulation, none of their income taxes being
oppressive.
Investment Return from Railroads and Public Utilities

Before proceeding with the topics of this article I desire to
point out the considerable economic difference between commer
cial investment and the return on capital invested in our rail
roads and public utilities. What these enterprises gain directly
by their services, as distinct from their income from investments
held by them, is in accounting called earnings, but never profits.
The legal interpretation of earnings is, "money or property gained
by labor or services.” Railroads, therefore, do not make profits.
Their earnings or net return on capital used to produce earnings
is also limited to a fixed percentage upon capital. In practice
this return is no more and often is less than the return on com
mercial capital invested at commercial rates of interest. Because
of the privilege of using the public domain, a right (franchise)
granted by the public, and bringing an assured market for their
services, and fair return upon the invested capital of their owners,
—provided they are honestly and capably managed, without
over-restriction from governmental regulation—the public itself
has a direct interest therein. Earnings, through rates and fares,
are therefore limited by the public, through government, to
prevent returns which might become unfair to the public interest.
From the point of view of the public, the granting of a privilege
to gain a return upon the investment of private capital must
have in exchange a mutually fair limit placed upon that return.
Which shall gain the greatest pecuniary advantages, the public,
the wage-earner, or the investor of capital? These have been
for years topics for agitation, and were much discussed in our
recent political campaign. To hand the railroads over to the gov
ernment altogether would probably mean an economic upheaval.
No such conditions prevail in commercial price-making or in
the gaining of returns upon the investment of capital in commerce
and trade.

Economic Causes

of

Price, and Its Influencing Factors

The most variable thing in commerce is price, and there is
nothing that consists of more complicated factors. The general
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price-level of commodities has been constantly changing, the
average rising gradually since 1890. Some prices have fallen,
because of special causes, as in industries in which improved
methods of manufacture have outweighed increased costs.
The chief cause ascribed by economists to the rising price-level
is the quantity-theory of money. Money is here understood to
be the medium through which commodities are exchanged and
the measure of commercial value or price. Prices rise if the
quantity of money is increased, which, in turn, is due to the
increased production and supply of gold. Where money gradually
increases in quantity out of proportion to the permanent increase
in production of commodities, it is natural that the latter should
increase in price. When there is a greater distribution of wealth,
as in the United States at the present day, there arises a wider
demand for the same things.
The causes of price-change are also psychological. Wars
inflate prices far beyond the average level, and the immediate
re-action from war deflates them below the average. Political
agitation often undermines confidence, with wide economic
effects. Even in what are called normal times there is a price
change from year to year; and another change from one trade
cycle to another. All general price fluctuations are due to
economic causes. Few clearly understand them although some
are world-wide. There are, however, certain well known in
fluencing factors determining price at all times for all commercial
goods and products. All commercial prices are influenced by the
demand prevailing for the article or product or are dependent
upon a market price made for them under competitive conditions
of trade. What does the market demand? At what prices can
the articles be marketed? These are basic questions for every
merchant or manufacturer. Our whole system of economic life
and of business enterprise involves production of a competitive
market under the motive and stimulus of individual initiative.
It is a human as well as a commercial and an economic law that
every seller of goods or services shall seek the widest market he
can reach and get the highest price. The laborer, the land
owner, the capitalist, the business or professional man each is
supposed, under our present institutions of private property and
commerce, to follow this commercial principle. Buyers of goods
or services seek the widest market and lowest price. If buyers
and sellers did not follow diametrically opposite lines of action
29
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one would be the economic sufferer. Both getting together
make a market price. Individual negotiation determines the
price of products with a limited market or subject to some special
source of demand.
It is an invariable rule for all commodities that a high enough
price will stimulate production and trade, and too low a price will
restrict or even stop it. If the price of corn should remain much
higher relatively than wheat, many farmers might drop wheat
altogether and raise only corn. Falling price levels, however,
generally indicate the presence of overproduction and have the
salutary effect of curtailing it until conditions of supply and de
mand are better adjusted.
Sellers are assumed to get their prices independently, and not
to combine with others in so doing. In this is the competitive
principle that the fairest price shall prevail. It is unnecessary to
the purposes of this article to touch the subjects of the control of
prices, of monopolies, of prices fixed by trade associations, or of
maintaining them at an artificial level by governmental
action, etc., so long as we make clear the economic principle of
complete freedom in commercial price-making under the free
play of natural demand, conditions of supply and fair competi
tion. Any arbitrary interference with these economic laws
causes injury to commerce and to society.
Misconceptions Concerning Price

and

Profit

A common error concerning price is that it is fixed by looking
backward at cost of production, and that each successive pur
chaser of goods has only to add his ordinary or customary per
centage of profit to the cost of what he buys or produces to deter
mine his price. Therefore the prevailing prices of exchanged
goods are enhanced according to the number of middle-men
through whose hands they pass. This common theory of the
relationship between cost and price is much heard nowadays in
regard to governmental efforts to relieve the farmer and the whole
agricultural industry. The price the farmer has been paying
for most of his goods, in relation to the price at which he sells,
has been ascribed, among others, to this cause. He is also said
to pay everybody’s taxes upon the ground that to everybody’s cost
is added everybody’s income taxes before selling prices are fixed.
The causes of such misconceptions lie in misunderstanding the
economic principle of price-making. Price-history since the
30
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world war is also a refutation of such ideas. During 1920, when
income taxes were still at their highest the general price-level
steadily declined. Another proof of the fallacy that high taxes
cause high prices is found in the very principle of an income tax
and in its method of application. Profits and income must first
be made and ascertained before a tax can be levied and deducted
therefrom. Prices must have been already fixed and complete
costs incurred before any profit has been made. It has been
common practice, however, to make income taxes an excuse for
the maintenance of prices. Some even add estimated taxes to
their costs, deceiving themselves as to profits until the end of their
fiscal year, when their federal tax returns prove their error.
It has been quite customary among accountants, business men
and economists to consider the chief object of a cost system in
manufacturing to be the determination of selling prices of prod
ucts upon the theory that cost determines price. This can be true
only in industries having little or no competition. Manufac
turers and merchants in general are often glad when price just
covers cost. It is then that the cost system becomes valuable in
determining for them what should be their minimum output or
volume of business required to break even and avoid loss. By it
during periods of falling prices the selling agencies of an organiza
tion may learn when to put forth greater efforts in pushing their
products. Sound cost information enables the manufacturer
to make or to conserve profits by knowing what price can be
paid for materials and by the installation of efficiencies and
economies. Were cost plus a percentage for profit the only basis
upon which to fix price there would be no incentive for efficiency
and economy of operation. Extravagance and waste would be
at a premium.
The farmer has a world’s market price to meet fixed for him
even before his crops are harvested. The merchant and manu
facturer have their own competitive market prices influenced by
agencies and causes beyond their control. Each one therefore
must carve profit out of price, through economies of cost and abil
ity to market goods in large enough volume.

Return Upon Invested Capital
Nearly every business man understands what constitutes the
annual net profit of the corporation in whose shares he has in
vested and can interpret the chief characteristics of its balance
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sheet and statement of profit and loss; but it is not always clear
to him what constitutes the net return upon the capital invested
in the entire enterprise. The ratio of net return is seldom re
ported by corporations. The figure is a very important one,
however, as it is the true index of the earning-power of the busi
ness. It makes it possible to compare earning capacity of one
business with another in the same branch of industry.
Earning-power is also the final test of value of the capital
stock of all going corporations.
The net return upon the capital of corporations is seen in the
relation and ratio of surplus net profits to the entire net worth or
actual invested capital. This is distinctly different from the net
profits earned in capital stock or rate of dividends actually paid
upon one or more stock issues. The individual holder of shares
of preferred or of common stock ordinarily measures the net return
upon his investment by the rate of dividend he receives or earn
ings which have accrued upon those particular shares.
In all well-managed corporations, after annual net profits are
determined, and federal income taxes are deducted therefrom,
dividends are declared on capital stock if at the same time balances
can be appropriated for conservative reserves or contingencies
and for additions to the company surplus. The steady accumula
tion of a surplus through profits left in the business provides for
the growth of the corporation. This surplus is also expected to
earn a return, as it has become part of the invested capital or net
worth of the business.
Surplus net profits are the balance remaining after deduction
of federal income taxes. The net return on capital is based
upon a total composed of the various stock issues (after the
“water” is all out), the earned surplus and reserves appropriated
for contingencies, or reserves set aside out of profits which are not
required to meet company operating expenses, liabilities or taxes.
A formula for computation of return and its ratio to invested
capital may be briefly given for illustration, as follows:
Preferred stock, actually issued (being stockholders’ original in
vestment).........................................................................................
Common stock, actually issued.........................................................

$150,000
150,000

Total capital stock................
$300,000
Earned surplus, as at beginning of year....................
50,000
Reserves, appropriated for contingencies, etc., etc..............................
10,000
Invested capital at beginning of the year..................................................................
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Net profits from operation.................................................
Less federal income taxes...................................................
Surplus net profits...............................................................

$54,000
6,750

$47,250

Dividends payable on capital stock:
Preferred (7% on $150,000)................................... $10,500
Common (5% on 150,000)........................................
7,5oo
Total dividends (6% on $300,000).................................... $18,000
Proportion of profits reserved, and retained for expan
sion, etc.:
For reserves (6% of $47,250).....................................
2,835
For surplus (55.9% of $47,250).................................
26,415
Net return on invested capital..............................................................

$47,250

Ratio of above, 13.1% on $360,000.

As all commercial enterprises are subject to good and bad
years, it cannot be considered that any one year’s net return is
the fair or average return. Hence, the above method must be
applied to each of a successive series of five or six years’ invest
ments of capital and earnings, and an average must be taken of
the rates of return shown by all the years before the correct rate
of return and indicated earning-power of the enterprise can be
ascertained.
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